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Agricultural  cooperative  associations  are  finding  the  exemptions 
from  Federal  income  taxes  granted  by  acts  of  Congress  increasingly 
important.  Since  this  is  true  and  since  the  application  of  the  prin- 
ciples of  exemption  is  becoming  more  complex  as  farmers'  cooperatives 
themselves  become  more  complex,  this  entire  subject  is  being  studied. 
The  purpose  of  these  studies  is  to  clarify  the  application  of  the 
principles  of  exemption  to  the  actual  operations  of  agricultural 
coope  rat  i  ve  s . 


This    is  one    of    several    publications    to  be    issued   dealing  with 
the    income    tax  problems   of    farmers'    cooperative  associations. 


AGRICUlTJEAl  COOPERATIVES  AI^jD  rEDEEAL  INCOME  TAXES  ij 


By 

L.  S.  Hulbert 
Chief,  Cooperative  Bank  and 
Cooperative  Research  Section, 
Farm  Credit  Division, 
Office  of  the  Solicitor 


Unless  an  a^ricul tural  cooperative  marke tir,.?  or  pvLTchasing 
association  is  exempt  from  the  payment  of  .Federal  income  t?jces, 
it  is  suhject  to  the  pe-vinent  of  all  Federal  taxes  of  every  kind 
and  character  to  the  srone  extent  and  on  the  saiiie  hpsis  as  other 
husiness  corporations.  This  emphasizes  the  si^znif icance  to  an 
association  of  exemption  from  the  pajmient  of  Federal  income  ta^ces. 

As  indicated,  if  a  cooperative  association  is  exempt  from  the 
payment  of  Federal  income  taxes,  it  is  also  exempt  from  the  pay- 
ment of  excess  profits  taxes,  capital  stock  taxes,  documentary 
stamp  taxes  on  the  issue  and  transfer  of  stocks,  "bonds,  certifi- 
cates of  indebtedness  and  other  securities,  end  also  to  8  limited 
extent  from  the  paym.ent  of  social  seci:rity  texes. 

Every  Federal  income  tax  statute,  except  that  enacted  in  the 
sixties  to  finance  the  Civil  War,  has  contained  a  provision  exemp- 
ting agricultural  cooperative  associations  from  the  payment  of  such 
taxes.     The  scope  and  terms  of  the  exemption  language  which  was 
included  in  the  earlier  income  tax  statutes  varied  considerably . 
Generally,  the  exemption  provisions  appearing,  in  a.  later  income 
tax  statute  were  "broader  and  more  comprehensive  than  those  which 
appeared  in  the  preceding  one.     In  I926,  however,  an  income  tax 
statute  was  enacted  which  contained  provisions  for  the  exemption  • 
of  agricultural  marketing  and  purchasing  associations  .of  farmers, 
and  these  provisions,  with  a  minor  addition,  are  contained  in  all 
su"bsequent  income  tax  statutes  passed  "by  Congress. 

Every  cooperative  association  that  desires  to  ascertain  if 
it  is  exempt  from  the  payment  of  Federal  income  taxes  should  com- 
municate with  the  Collector  of  Internal  Revenue  for  its  district, 
for  the  purpose  of  obtaining  from  him  the  necessary  papers  to 
enable  the  association  to  submit  its  case  for  exemption.     A  coopera-^ 
tive  association,  in  applying  for  a  ruling  cn  its  eligibility  for 
exemption,  should  fully  and  completely  answer  all  questions  vrhich 
appear  on  the  questionnaire  which  it  is  required  to  file  and  should 
caref\illy  explain  its  methods  of  operation. 


1/  Address  before  the  Annual  Convention  of  the  Is'ational  Cooperative 
Milk  Producers'  Federation,  Chicago,  111.,  November  10,  19^1- 


If,  upon  exrjnination  of  the  material  sutmitted  by  a  cooperative 
association,  the  Bureau  of  Internal  Revenue  finds  that  the  associa- 
tion is  eligible  for  exemption,  a  letter  of  exemption  vdll  be 
received  from  the  Commissioner  of  Internal  Revenue,  or  from  one  of 
his  deputies.    A  cooperative  association  acts  at  its  peril  if  it 
proceeds  on  the  theory  that,  because  it  is  a  cooperative  association, 
it  is  exempt  from  the  payment  of  Federal  income  taxes. 

A  letter  of  exemption  which  a  cooperative  association  receives 
from  the  Commissioner  of  Internal  Revenue  is  not  a  guarantee  that 
the  association  may  not  be  called  upon  to  pay  income  taxes;  on  the 
other  hand,  if  an  association  has,  v/ithout  any  withholding,  ade- 
quately presented  the  facts  with  respect  to  how  it  is  organized  and 
how  it  operates  and  functions,  it  is  believed  there  is  no  appreci- 
able danger  that  a  letter  of  exemption  vdll  not  be  given  full  force 
and  effect.     There  are  instances,  of  course,  in  which  the  Bureau 
of  Interns-l  Revenue  has,  in  effect,  set  aside  letters  of  exemption 
which  have  been  issued  and  has  called  upon  associations  to  pay 
income  taxes  for  periods  in  which  the  associations  assumed  that 
they  were  exempt. 

On  investigation,  I  believe  it  will  be  found  in  every  one  of 
these  instances,  either  that  the  organization  in  question  did  not 
completely  present  the  facts  with  respect  to  its  right  to  exemp- 
tion, or  else  that  the  association  had  changed  its  form  of  organi- 
zation or  its  operating  methods  subsequent  to  the  time  when  it 
■obtained  a  letter  of  exemption. 

An  association,  to  be  assured  that  it  .continues  to  be  eligible 
for  exemption  from  the  payment  of  Federal  income  taxes,  should 
present  to  the  Bureau  of  Internal  Revenue  any  changes  v/hich  it 
proposes  to  make  in  its  organization  papers  or  operating  methods, 
if  these  changes  are  fundamental  in  character.    Of  course,  an 
association  would  not  have  to  advise  the  Bureau  that  it  proposed 
to  change  its  principal  office  from  one  place  to  another,  or 
desired  to  change  its  fiscal  year;  but  on  the  other  hand,  if  an 
association,  at  the  time  it  applied  for  a  letter  of  exemption,  was 
not  engaged  in  the  handling  of  products  of  nonmembers  and  subse- 
quently it  desires  to  amend  its  organization  papers  or  its  operat- 
ing methods  so  as  to  provide  for  the  handling  of  products  of 
nonmembers,  it  should  submit  to  the  Bureau  of  Internal  Revenue 
the  proposed  change  so  that  the  Bureau  may  ascertain  if  the  change 
•would  affect  the  eliisibility  of  the  association  for  exemption. 
Letters  of  exemption  customarily  require  that  an  association  cur- 
rently inform  the  Bui-eau  of  Internal  Revenue  of  any  m.aterial  change 
in  organization  papers  or  operating  policies. 

An  association  acts  at  its  ovm  . risk  in  making  any  fundamental 
change  in  its  organization  papers  or  methods;   therefore,  if  an 
association  is  desirous  ,of  preserving  its  right  to  exemption,  it 
should  ascertain,  prior  to  the  making  of  a  proposed  change,  whether 
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such  a  change  would    adversely  affect  the  association's  ri^ht  to 
exemption. 

How,  let  us  consider  the  conditions  which  must  "be  net  "by  a 
cooperative  association  if  it  is  to  oe  exempt  from  the  payment  of 
Federal  income  taxes. 

(1)  It  must  oe  organized  and  operated  on  a  cooperative  "basis 
"by  farmers,  for  the  p\irpose  of  marketing  the  products  of  mem"bers 
or  other  producers,  and  turning-  "back  to  the  m.em"bers  and  the  other 
producers  the  proceeds  of  sales,  less  the  necessary  marketing 
expenses,  on  the  basis  of  either  the  quantity  or  the  value 'of  the 
products  furnished  "by  them,  or  it  must  "oe  formed  for  the  purpose 

of  pxirchasing  supplies  and  •  equipment  for  the  use  of  mem'bers 'or  other 
persons,  and  turnin?~  over  such  supplies  and  equipment  to  them  at 
actual  cost,  plus  necessary  expenses; 

(2)  If  orp-anized  with  capital  stock,  "  suost ant i ally  all  such- 
stock,  other  than  nonvoting  preferred  stock,  the.,  owners  .  of  which 
are  not  entitled  or  permitted  to  pa.rticipate.  directly  or  indirectly^ 
in  the  profits  of  the  association,  upon  dissolution  or  othefv/ise 
"beyond  the  fixed  dividends"  must  he  owned  hy  producers  who  market 
their  products  or  purchase  their  supplies  and  equipment  through  the' 
association;  .-    .■  ..... 

(3)  Ihe  dividend  rate  on  such  stock  may  not  "be  fixed  at  a  rate 
to  exceed  the  legal  rate  of  interest  in  the  State  of  incorporatlop , 
or  8  per  centum  per  annum,  v/hichever  is  greater,  on  the  value  of  the 
consideration  for  vfhich  the  stock  was  issued; 

(h)  Such  an  association  nay  accumulate  and  maintain  only  such- 
reserves  "as  are  required  "by  State  law,  or  reasona"ble  reserves  . for  a 
necessary  purrjoce;' 

(5)  It  must  treat  nem'oer  and  r-Oninem"ber  patrons  alike  in  "busi- 
ness dealings; 

(6)  It  must  so  operate  that  the  value  of  the  products  marketed 
for  nonmem'bers  '-'ill  not  exceed  that  of  products  marketed  for  mem'bers, 
and  so  that  the  value  of  the  supplies  and  equipment  purchased  .f or  . 
nonmem'bers  will  not  exceed  the  value  of  the  supplies  and  equipment 
purchased  for  mem'bers,  provided  that  the  value  of  thi^  purchases  made 
for  persons  who  are  neither  mem'bers  nor  producers  shsll  not  exceed. 
15  percent  of  the  value  of  all  of  its  p\ar chases. 

Let  us  now  discuss  each  of  the  prerequisites  which  must  "be 
possessed  "by  a  cooperative  association  if  it  is  to  "be  exempt  from 
the  payment  of  Federal  income  taxes.     Inasmuch  as  statutory  exemp- 
tions from  the  payment  of'  taxes  are  strictly  construed,  an  associa- 
tion that  is  claiming  exemption  has  the  "burden  of  showing  that  it 
comes  clearly  within  the  exemption  provisions  of  the  3aw.  (Producers 
Creamery  Company  v.  United  States,  55  5''  2d  10*4.) 


Unless  an  associatian  is  actually  organized  so  as  to  meet  the 
requirements  for  exemption,  it  is  not  eligible  therefor.  (Farmers 
Union  Co-op.     Co.  v.  Com.aissioner  of  Internal  Revenue,  ^0  F.  2d  U88; 
Council  Bluffs  Grape  G-rowers  Ass'n.  v.  Commissioner  of  Internal 
Revenue,        B.T.A.  152.)     It  must  "be  organized  "by  farmers  in  such  a 
way  as  to  shov;  that  it  is  to  function  on  a  mutual  "basis. 

An  association  may  "be  eligi"ble  for  exemption,  although  it  is 
formed  to  function  on  both  marketing  and  purchasing  bases.     It  must, 
however,  be  eligible  for  exemption  with  respect  to  each  of  these 
functions,  or  it  is  not  exempt  as  to  either.     (Regulations  IO3  of 
Bureau  of  Internal  Revenue,  237,  239* )    ^he  fact  that  the  charter  of 
an  association  may  give  it  powers  which,  if  they  were  the  only 
powers  possessed  by  the  association,  would  mean  that  it  v;as  not 
eligible  for  exemption,  is  immaterial  if  these  pov/ers  are  not 
actually  being  exercised.     In  other  words,  it  is  the  pov/ers  that 
are  exercised  by  an  association  and  not  those  possessed  which  are 
of  controlling  importance  in  determining  its  right  to  exemption. 
(Eugene  Fruit  Growers  Ass'n.  v.  Commissioner  of  Internal  Revenue, 
37  B.T.A.  993.)    The  fact  that  an  association  must  be  formed  for 
the  purpose  of  turning  back  to  members,  or  if  it  is  to  engage  in 
nonmember  business,  to  the  members  and  the  nonmembers,  the  entire 
amount  which  is  realized  by  the  association  from  the  marketing  of 
their  products,  or  if  the  association  is  engaged  in  the  furnishing 
of  supplies  or  equipment,  the  fact  that  such  supplies  and  equipment 
must  be  furnished  at  actual  cost,  plus  necessary  expenses,  shows 
that  associations  to  be  exempt  may  not  operate  on  a  commercial  basis 
and  by  so  doing  lose  their  nonprofit  character. 

An  association  is  not  eligible  for  exemption  unless  substanti- 
ally all  of  its  voting  stock  is  owned  by  producers  who  market  their 
products  or  purchase  their  supplies  and  equipment  through  the 
association.     If  an  association  has  more  than  a  small  percentage 
of  its  voting  stock  in  the  hands  of  nonproducers,  it  is  in  danger 
of  losing  its  right  to  exemption, 

I  do  not  believe  that  an  association  which  has  more  than  10 
percent  of  its  voting  stock  in  the  hands  of  nonproducers  can 
successfxilly  maintain  its  right  to  exemption  and  for  an.  associa- 
tion to  be  safe  with  respect  to  this  matter,  it  is  my  opinion  that 
the  percentage  of  stock  owned  by  nonproducers  should  be  considerably 
less  than  10  percent.    Moreover,  the  Bureau  of  Internal  Revenue 
requires  that  an  association  have  a  policy  under  which  it  is  striv- 
ing to  reduce  the  amount  of  voting  stock  which  is  held  by  nonpro- 
ducers.    If  voting  stock  is  sold  by  an  association  to  nonproducers, 
it  is  my  understanding  that  exemption  of  the  association  will  be 
denied  \inless  the  ownership  of  such  stock  is  necessary  to  qualify 
a  director  or  officer.     (Regulations  IO3  of  Bureau  of  Internal 
Revenue,  236,  238.)     In  theory  at  least,  the  voting  stock  of  an 
association  eligible  for  exemption  must  not  only  be  held  by  pro- 
ducers but  must  be  held  by  producers  who  are  engaged  in  patronizing 
the  association.    This  means,  of  course,  that  if  a  person,  although 
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a  -iroduccr,  is  no  longer  patronising^  the  asr:-ociation  but  continues 
to  hold  voting  stock  therein,  that  to  this  extent  this  requirement 
is  not  "being  net. 

T7ith  respect  to  non-roting  stock,  this  nay  "be  held  "by  anyone, 
but  it  should  be  renerabered  that  this  stocl:  should  not  permit  its 
owners  to  pairticipate,  directly  or  indirectly,  in  the  profits  of 
the  association,  upon  dissolution  or  otherv/ise,  bej^nd  the  firced 
dividends.     This  vrould  apparently  mean  that. a  holder  of  such  pre- 
ferred stock  should  not  be  entitled  to  receive  on  account  of  it  more 
than  the  fixed  dividends  pa;.-able  thereon,  plus ,  its  -per  value. 

It  is  understood  t'lat  under  the  practice  of  the  Soreaiji  of 
Internal  Revenue,  if  an  association  is  unable  to  pay  a  dividend  on 
its  stock  in  one  year,  there  is  no    objection  to  the  difference 
being  made  up  in  the  next  or  succeeding  ;/ears,  provided  the  S'un 
total  of  dividends  paid  does  not  in  the  aggregate  exceed  that  v^hich 
night  be  paid  for  the  years  in  cuestion. 

Prior  to  the  enactment  of  the  Federal  Income  Ta:-:  Act  of  1926,; 
the  exemption  provisions  with  respect  to  cooperative  associations 
did  not.-ocrmit  them  to  pay  dividends  on  stock,  or  to  accumulate 
reserves.    Under  the  regalations  which  the  Biareau  of  Internal 
Revenue  has  issued,  reserve's  may  be  accum^JLated  for  the  erection  of 
buildings  and  facilities  reauired -in  the  business >  for  the  e-cquisi- 
tion  of  machinery  rnd  eq-jipment ,  or  the  retirement  of  .indebtedness , 
In  other  words,  it  is  apparent  that  reserves  may  be  acc"ui!r.ilated  for 
what  are  essentially  capital  purposes.    I'o  i-eason  is  sppareht  why 
an  association  may  not  accumul8.te  reserves  for  any  necessary  purpose, 
provided  they  are  reasonable  in  amount;  and,  of  course,  there  is  no 
question  that  an  association  may  accijmulate.  reserves  which  are  required 
by  State  law.     If  the  reserves,  other  than  those  required  by  a  State 
statute,  Bxe  regarded  as  excessive,  this  T/ould  operate  to  cs.use  the 
association  to  lose  its  exemption.     The  question  of  whether ■ reserves 
are  reasonable  in  ajnoujit  is,  at  lerst  in  t'.xe  first  instance,  a  ques- 
tion for  determins.tion  by  the  Bu.reau  of  InternaJL  Revenue,     The  reserves 
which  are  referred  to  in  the  statute  include  so-called  valuation 
reserves.     Valuation  reserves  are  made,  ajnong  other  things,  for  the 
purpose  of  meeting  depreciation  and  obsolescence  on  plants  and  equip- 
ment.    Valuation  reserves,,  of  course,  m.ay  be  'deducted  from  gross 
income  by  a  cooperative  association.     It  will  be  appreciated  that 
valuation  reserves  simply  represent  one  of  the  costs  of  doing  busi- 
ness.   They  must,  however,  be  reasonable  in  amount  and  bear  a  fair 
relation  to  the  purpose  for  v/hich  they  are  taken, 

Man:/  successful  coo,jerative  associations  have  been  la-rrely 
financed  by  the  accumulation  of  reserves.     It  is  not  unusual  for 
an  association  to  begin  business  with  a  paid-in  capital  of  not  to 
exceed  $10,0CC,  and  then  for  it  to  actrum\J.ate  reserves  out  of  earn- 
ings or  savings  of  say  $50,0C0  or  $100,000  in  the  course  of  a  few 
3'ears.    Tlaere  is  a  grovdng  belief  on  the  p.art  of  many  v<-ho  are  identi- 
fied with  the  agricultural  cooperative  movement  that  all  such  reserve 


accujiiulations  should  "be  gllocated  on  the  "books  and  records  of  the 
association  and  to  mem"bers  and  nonmem'bers  alike,  and  that  the  organi- 
zation papers  of  an  association  should  provide  for  the  retvjm  of 
such  reserve  contri"butions  in  the  event  of  the  dissolution  of  the 
association,  or  earlier  if  this  is  found  practica"ble .     The  fact  that, 
unless  provided  otherv^^ise  "by  statute  or  its  organization  papers,  all 
of  such  reserves  v/ould  "'"^e  di.stri'buted  to  the  persons  -.r.-o  are  mem'bers 
of  the  association  at  the  time  of  dissolution,  goes  far  to  explain 
the  need  for  allocating  reserves  to  individual  patrons  in  order  to 
malre  an  association  as  conpletely  cooperative  in  character  as  possi'ble. 
0ther\7ise,  at  least  in  theory,  it  would  "be  possi'ble  for  a  men'Der  to 
receive  from  an  association,  upon  dissolxition,  many  times    v/hat  }:e 
had  contri"buted  thereto.     The  opinion  of  a  Federa-1  District  Court  in 
Iowa.,  which  was  affirmed  (Fertile  Co-operative  Dairy  Association  v. 
Huston,  Collector  of  Internal  Revenue,  33        Sup  ).  712,  affirred  in 
119  ?  2d  27U)  oy  the  Circuit  Court  of  Appeals  for  the  8th  Circuit, 
holds  squarely  that  for  an  association  engaged  in  dealing  v/itr.  mem- 
hers  and  nonjnera"bers  to  he  eligi'olc  for  exemption  from  the  pajifTOent  of 
FedereJ.  income  taxes,  all  reserves  m-ast  "be  allocated  on  its  "aooks 
and  recorc.s,  and  that  nonmcru"b9rs  must  "be  given  at  least  the  same 
contingent  interest  in  such  reserves  as  is  given  to  mem"bers.     In  this 
connection,  the  following  quotation  is  taken  from  the  Opinion  of  the 
Circuit  Court  of  Appeals  in  this  case: 

"If  part  of  the  proceeds  of  noiUiem"bers '  prclucts  is 
to  "be  used  to  create  or  maintain  a  surplus  and  to 
make  additions  to  the  ca;oita2  assets  of  the  associa- 
tion, without  cJ-lov;ing  them  a  proper tions^te  distri'cru- 
tive  interest  in  the  permanent  value  contri"buted  "by 
such  surplus  accujnulations  or  capital  assets  a-dditicns, 
it  must  he  held  that  the  association  to  that  extent 
is  heing  operated  for  profit  to  its  mem'bers,  as  against 
noninem"ber  patrons,  and.  that  it  is  not  exempt  from  taxa- 
tion. 

"Tlae  ausiness  of  nonmemhers  may  of  course  properly  "be 
made  to  carry  its  just  share  of  operating  expenses, 
actual  depreciation  of  plant  an.d  equipment,  and  divi- 
dends on  existing  capital  stock  recognized  "by  tlie 
revenue  acts.     But,  if  such  "business  is  also  to  'oe 
forced  to  "bear  part  of  the  "b-arden  of  accumnalating  other 
permissi'ble  surplus,  and  of  m.oLcing  reasona'ijle  and 
necessary'-  additions  to  what  constitute  or  are  equiva- 
lent to  capital  assets  of  the  associa-tion,  it  is  clear 
that  this  must  "be  done  in  a  manner  that  will  permit  no 
profit  to  inure  to  association  memhers  therefrom,  on 
dissolution  or  otherwise,  or  else  the  association  ca,n— 
not  remain  exempt  from  tsjcation.     Provision  must  at 
least  have  "been  made,  "by  appropriate  ena"bling  action 
on  tiie  part  of  the  association  and  "by  adequate  protec- 
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tive  entries  on  its  books  and  records,  for  nonnem'bers 
in  such  a  situation  as  is  here  involved  to  share 
ratabl;/'  with  mechers.  in  an  ultimate  liquidation  of 
the  association's  assets i  on  the  basis  of  their  com- 
parative contributions  thereto." 

In  viev/  of  the  decisions  of  the  co^jjrts  in  this  ca.se,   I  believe 
every  ar:sociation  that  desires  to  be  e:cempt  from  the  pa^/ment  of 
income  ta::es  should  give  careful  consideration  to  handling  its 
reserves  in  a  manner  consistent  with  the  ruling  in  this  case. 

If  the  reserves  of  an  association  are  reasona.ble  in  am.ount  and 
for  necessary  purposes,  it  is  believed  that  8.n  association  may  invest 
them  in  suitable  sec-orities,  and  that  this  v/ould  in  no  way  affect  its 
right  to  exemption. 

Many  associations  fail  to  qualify  for  exemption  on  account  of 
nonmenber  b^asiness.    As  previously  indicated,  not  over  50  percent  of 
the  business  of  an  association  may  be  transacted  with  nonmembers  and 
not  over  I5  percent  of  the  business  transacted  by  a  purchasing 'asso- 
ciation, or  by  an  association  that  is  both  a  ms-rheting  a.nd  a  purchas- 
ing association,  may  be  trgjisacted  in  supplies  or  ea^uipment  vjith 
persons  who  are  neither  rembers  nor  producers .     Some  associations 
simply  do  more  business  with  nonraemibers  than  thsy  do  v/ith  members • 
or  they  do  more  than  I5  percent  of  their  supply  business  with  persons 
who  are  neither  members  nor  producers  and,  of  coujrse,  either  of  these 
situations  operates  to  cause  them  to  be  ineligible  for  exemption. 
Again,  an  association,  in  order  to  be  eligible  for  exemption,  must 
treat  member  and  nonmember  patrons  alike  in  business  dealings.  If 
an  association  pays  a  patronage  dividend  to  members  and  fails  to  pay 
one  to  nonmembers,  the  association  v/ould  lose  its  right  to  exemption 
if  it  were  unafole  to  establish  ths-t  the  business  transacted  with 
nonmembers  did  not  yield  a  profit. 

In  a  case  that  arose  in  ITebraska,  a  ds-iry  association  paid  a 
bonus  to  its  members,  but  paid  no  bonus  to  nonmembers  and  this  was 
held  to  cost  the  association  its  exemption.     (Producers  Creamery 
Company  v.  United  States,  55  7.  2d  IQk.)    Of  co-'orse,  in  theory  at 
least,  it  is  entirely  optional  with  an  association  v/hether  it  does 
business  v/ith  nonmembers  but  if  it  elects  to  do  business  vvith  thera> 
the  association  must  not  discriminate  against  them,  if  it  desires  to 
be  exempt.     The  object  of  this  rale  is  to  prevent  an  association 
from  functioning  on  a  comjnercial  basis  with  respect  to  its  nonmember 
business. 

Tlie  question  is  sometimes  asked  whether  an  association's  right 
to  exemption  v/ould  be  adversely  affected  if  it  bought  comiiiodities  of 
corjnercial  handlers,  and  if  it  would  be  necessary  for  the  associa- 
tion to  deal  with  these  commercial  handlers  on  the  same  basis  as  with 
its  members.     It  is  ray  understanding  that,  under  the  practice  which 
the  Bureau  of  Internal  Revenue  has  follov/ef',  if  such  purchases 
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from  dealers  are  nade  'oecause  of  necesr.itv,  aiid  are  distinctly  minor 
in  amount,  sucli  transactions  v/ill  not  "be  regarded  as  adversely 
affecting  the  right  of  ar.  association  to  exemption*  even  tho\i£±i  the 
dealers  a.re  not  dealt  with  on  the  same  "basis  as  menhers.     On  the 
other  hand,  attention  is  called  to  the  fact  that  inasmv.ch  as  the 
statute  requires  that  an  association,  to  oe  eligihle  for  exeuptionj 
must  be  organized  for  the  "purpose  of  marketing  the  products  of  mem- 
"bers  or  other  producers,"  it  is  "believed  that  sxi  association  might 
lose  its  exemption  if  it  purchases,  in  siiDstantial  cjnounts,  con- 
modi  ties  of  the  types  which  it  is  engaged  in  handling  from  dealers 
or  on  exchanges,  and  not  from  producers.     In  any  event,  if  the  pur- 
chases from  dealers  are  substantial  in  amount,  it  would  seem  clear 
that  an  associa,tion  must  accord  such  dealers  the  same  treatment  as 
its  members  in  the  paj'mcnt  of  patronage  dividends i  or  in  the  alloca- 
tion of  earnings  placed  in  reserves,  so  that  the  principle  of  ecuality 
of  treatment  is  not  violated.     In  our  stud.-r  of  this  particular  phase 
of  the  subject,  we  ha.ve  found  only  one  s-djudicated  case  that  is 
directly  in  point.     In  this  case,  it  appeared  that  the  cooperative 
had  purchased  "small  quantiti-^s  of  poultry  and  eggs  from  dealers"  as 
well  as  from  producers  in  or dor  to  facilitate  the  marheting  of  the 
balance  of  the  products  which  it  handled,  and  the  products  which 
were  so  purchased  were  not  handJ.ed  at  a  profit.     It  v;as  held  that 
this  did  not  operate  to  deprive  the  association  of  its  exemption, 
(producers'  Produce  Compajiy  v.  Crooks,  2        Supp.  9^9.     See  ;ilso 
Eugene  Fruit  G-rowers  Association  v.  COLmiosioner  of  Internal  Revenue, 
37  B.T.A.  993.) 

Under  the  Regulations  of  the  Bireau  of  Internal  Revenue,  every 
associa,tion  tha-t  desires  to  be  exempt  must  keep  permanent  records 
with  respect  to  its  member  and  nonmember  business,  (Rega.lations  IO3 
of  Bureau  of  Internal  Revenue,  236»  233)  and  a^ssociations  have  been 
denied  exemption  because  of  their  failure  to  keep  such  permanent 
records. 

If  a  cooperative  association  attempts  to  differentiate  among 
its  members  in  regard  to  ret-urns  to  them,  other  than  on  the  basis 
of  the  quality  of  products  which  are  received,  or  because  of  dif- 
ference in  handling  costs,  I  believe  there  is  a  basis  for  the  view 
that  this  might  adversely  affect  the  right  of  an  association  to 
exemption.     The  Board  of  Tax  Appeals  has  said  (Farmers  Union  Co-opera- 
tive Oil  Company  v.  Commissioner  of  Internal  Revenue,  32  B.T.A,  64,  Jl) : 

*The  evidence  negatives  the  fact  that  petitioner  was 
operating  on  a  cooperative  basis,  either  as  among 
members  alone  or  as  between  its  members  and  nonmembers." 

In  other  words,  equality  of  treatment  as  among  m.embers  and  as 
among  members  and  nonmembers,  except  for  differences  due  to  natural 
causes,  v/ould  appear  to  be  a  prerequisite  to  exemption. 
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The  question  is  scnetimes  asked  whether  the  fact  that  a  coop- 
erative association  has  subsidiary  corporations  would  affect  its 
right  to  exemption.     If  en  association  is  simply  doing,  through  the 
niediura  of  a  suhsidiary  corporation,  v.fhat  it  could  do  directly  -/vithout 
losing  its  exemptioni  it  appears  clear  that  such  a  suosidiar^-  wov^ld 
not  adversely  affect  the  association's  right  to  exemption.     In  such 
a  casSj  the  subsidiary  is  little  more  than  an  incorpor£,ted  deppjrt- 
ment  of  the  association.     On  the  other  hand,  if  a  s^ihsi diary  is  doing 
things  which  an  association  could  not  do  directly  sjid  be  exempt,  a 
much  more  serious  problem  is  presented.     In  the  first  place,  if  such 
subsidiar:/  were  capitalised  out  of  the  reserves  of  the  association, 
the  qiiestlon  would  arise  vvhether  these  reserves  had  been  acc-iamulated 
for  a  necessary  purpose.     It  is  hard  to  believe  that  it  ca:i  be  held 
that  the  use  of  reserves  for  capitalizing  a  subsidiary  to  do  what  an 
association  could  not  itself  do  and  be  exempt  would  be  held  to  be  a 
necessary  purpose.    Moreover,  if  en  association  were  simply  engaged 
in  the  conduct  of  a  commercial  business  tlirough  the  medium  of  a-  sub- 
sidiary corporation,  this  on  its  face  would  seem  to  raise  a  serious 
question  a.s  to  whether  it  would  not  operate  to  cost  an  association 
its  right  to  exemption.    Each  case  v/ould  probably  have  to  be  dealt 
with  on  its  merits  and  if  an  association  in  fact  was  not  deriving 
substantia-1  income,  directly  or  indirectly,  from  the  existence  of  a 
subsi.diary,  this  fact  might  alleviate  the  danger  to  its  right  to 
exemption. 

Th.e  statute  provides  that  "Business  done  for  the  United  States 
or  any  of  its  agencies  shall  be  disregarded  in  determining  the  right 
to  exemption  *  *  *."    In  view  of  the  foregoing  provision,  in  any 
instance  in  v;hich  it  has  application,  the  business  done  by  an  asso- 
ciation for  the  United  States  or  any  of  its  agencies  will  not 
adversely  affect  the  right  of  the  associa-tion  to  exemption.     Tor  the 
provision  to  have  application,  however,  the  association  must  actually 
be  doing  business  for  the  United  States  or  one  of  its  agencies.  If 
an  association  is  m.erely  selling  commodities  to  the  United  States 
or  one  of  its  agencies,  this  v/o\ild  not  appear  to  be  sufficient.  On 
the  other  hand,  the  language  would  appear  to  include  an  association 
engaged  in  the  acquiring  or  selling  of  commodities  for  the  United 
States  or  one  of  its  agencies,  in  accordance  with  a  contract  author- 
izing the  association  to 'do  so.     Likewise,  the  storage  of  commoddties 
by  an  associa,tion  for  the  United  States  or  one  of  its  agencies  would 
also  appear  to  come  clearly  within  the  terms  of  the  lan.guage.  The 
provision  has  no  application  to  a  State  or  any  subdivision  thereof. 

An  association  is  either  exempt  from  the  payment  of  Tederal 
income  taxes,  or  it  is  not  exempt;  there  is  no  such  thing  as  partial 
exemption.     (Taxraers  Union  Co-operative  Oil  Company  v.  Commissioner 
of  Internal  Revenue,  3S  3.T.A.  64.)    It  maybe  that  an  association 
that  is  not  eligible  for  exemption  may,  because  of  provisions  in 
its  bylaws  or  in  its  marketing  contracts,  be  allowed  to  deduct  or 
exclude,  in  computing  the  net  income  on  which  taxes  a-re  to  be  paid, 
amounts  distributed  as  refunds  or  patrona;ge  dividends  but  this  is 


not  an  exemption;  it  is  simply  one  of  the  deductions  or  exclusions 
that  may  be  made  in  computing  the  income  taxes  of  an  association. 

Subject  to  certain  conditions,  organizations  that  are  not  exempt 
from  the  payment  of  income   taxes  have  been  allov;ed  by  the  Bureau  of 
Internal  Revenue,  for  many  years,  to  deduct  cash  patronage  dividends 
paid  to  their  patrons  in  computing  the  amount  on  v/hich  they  are 
required  to  pay  income  taxes.     (C.B,  I937-I,  56.)    lor  sn  organiza- 
tion to  be  in  a  position  to  deduct  such  patronage  dividends,  its 
organization  papers  should  shov;  that  it  was  rf=ally  intended  to  func- 
tion on  a  cooperative  basis,  and  its  byla.ws  should  provide  for  the 
payment  of  such  patronage  dividends.     In  addition,  the  board  of 
directors  of  the  association  should  adopt  a  resolution  declaring  a 
patronage  dividend  before  the  expiration  of  the  taxable  year,  and 
directing  its  officers  to  ascertain  and  pay  the  amoimt  of  the  patron- 
age dividends  as  soon  as  practica^ble  after  the  close  of  its  fiscal 
year.    Unless  the  conditions  just  specified  are  met,  (C-  B.  1937-I,  56) 
it  is  at  least  doubtful  that  the  Bureau  of  Internal  Revenue  would 
permit  the  deduction  of  patronage  dividends,  and  in  a  recent  case 
involving  a  cotton  gin  (Peoples  G-in  Comp&ny  v.  Commissioner  of 'Internal 
Revenue,  IIS  F.  2d  72),  the  Bureau  denied  the  right  of  an  association 
to  deduct  patronage  dividends  '.\rhich  it  had  paid  v/here  the  bylaws 
providing  for  the  i^ayment  of  such  dividends  was  not  adopted  until 
after  the  earnings  had  actually  been  made,  and  the  Board  of  Tax  Appeals 
and  the  Federal  court  to  v;hich  the  case  vas  appealed  upheld  the  action 
of  the  Bureau.- 

In  at  least  one  case  decided  by  a  circuit  court  of  appeals 
(Cooperative  Oil  Association  v.  Com.jTiissioner  of  Internal  Revenue,  II5 
F.  2d  666),  the  court,  in  dicta,  ejrpresses  serious  doubt  as  to  the 
right  of  an  association  to  deduct  patronage  dividends  if  the  associa- 
tion is  not  under  a  positive  obligation  to  pR.y  such  dividends,  rnd 
points  out  tha-t  there  is  no  statutory  authority  for  allowing  such 
deductions. 

If  the  bylaws  of  r  nonezempt  orgeni zs tion  make  it  mandatory  on 
the  organization  to  pay  a  patronage  dividend,  to  be  determined  in 
accordance  with  a  formula  contained  in  the  bylav's,  or  if  correspond- 
ing provisions  are  included  in  the  contracts  of  an  association,  so 
that  there  is  a  firm  obligation  on  the  part  of  aji  association  to 
ascertain  as  soon  as  practicable  after  the  close  of  its  fiscal  year 
the  amount  of  the  patronage  dividends  which  are  payable  to  its  mem- 
bers or  patrons,  then  it  appears  to  be  clear  that  a.n  association  has 
the  legal  right  to  deduct  the  patronage  dividends  which  are  so  paid 
in  computing  its  incoire   taxes.    Under  the  circumstances  just  detailed, 
the  obligation  of  the  association  to  pay  patrona-ge  dividends  amounts 
to  a  debt.     If  an  association  that  is  nonexempt,  therefore,  desires 
to  be  in  a  position  where  there  v.'ould  appear  to  be  re  doubt  regarding 
its  right  to  deduct  patronage  dividends,  its  organization  papers 
should  show  that  it  is  under  a  positives  obligation  to  ascertain  the 
amount  of  such  patronage  dividends  .?nd  to  pay  them.     (Anajricsa  Farmers 
Creamery  Company  v.  Commissioner  of  Internal  Revenue,  I3  B.T.A.  9^7 • ) 
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TThether  a  nonexempt  organization  may  ded-uct,  in  conputiiio  its 
income  taxes,  earnings  Icept  in  the  "business  for  increasing  its  capital, 
is  not  entirely  clear,  and  would  appear  to  depend  on  the  specific 
facts  involved. 

In  a  case  which  arose  in  Iowa  (C.B.  l^yd-Z,  p.  127)  >  "the  Bureau 
of  Internal  Bevenue  held  that  in  view  of  the  Io-.7a  statute  and  the 
way  in  which  the  associations  in  quec-tion  were  organized,  cjnounts 
which  were  retained  "by  associations,  "but  which  were  allocated  to 
members  and  represented  "by  participation  certificates  which  were 
issued  to  them  were  deducti"ble  to  the  extent  that  the:/  represented 
earnings  accruing  on  mem"ber  business  which  v/ere  regarded  as  contri- 
butions to  capital.     In  a  recent  Case  with  which  most  of  you  are 
familiar  (Midland  Cooperative  ITholesale  v.  Commissioner  of  Internal 
Hevenue,  U^l-  3.T.A.  Szh) ,  involving  the  Midland  Coopera.tive  uholasale, 
it  appeared  that  this  association  had  credited  patrons  v/ith  the 
amount  of  the  earnings  accruing  on  account  of  their  patronage,  and 
that  this  was  done  in  pijrsuance  of  a  resolution  adopted  by  the  board 
of  directors  of  the  association  during  the  taxable  --ear.     Tne  asso- 
ciation was  allov/ed  to  deduct  these  amounts,  but  apparently  thi's  was 
permitted  by  the  Board  of  T'ax  Appeals  on  the  theory  that  the  amounts 
in  question  were  debts,  because  that  Board  said  the  amount  involved 
"could  in  its  opinion  have  been  withdrawn  by  the  members  at  any  time." 
Tiie  Board  of  Tax  Appeals  attached  considerable  significance  to  pro- 
visions a.ppearing  in  the  Minnesota  statute  under  which  the  associa- 
tion was  organized,  vdth  respect  to  the  manner  in  which  earnings  of 
an  association  incorjoorated  under  this  statute  were  to  be  distributed. 

It  has  been  held  tha.t  (YcJ-pariso  Grain  and  lumber  Company  v. 
Commissioner,        B.T.A.  125)        computing  the  deduction  v/hich  a 
nonexempt  association  may  make  in  arriving  at  taxable  net  income, 
dividends  on  capital  stock  must  be  deducted  from  gross  income  before 
determining  the  amount  of  patronage  dividends  accruing  on  member 
business. 

The  Board  of  Tax  Appeals  has  held  (farmers  Union  Cooperative 
Exchange  v.  Commissioner  of  Internal  Revenue,  k2  B.T.A.  1200)  that, 
where  a  nonexempt  association  doing  business  with  members  and  non- 
members  is  entitled  to  deduct  patronage  dividends  paid  to  its  mem- 
bers, this  may  be  done  in  such  a  way  that  the  amount  paj^ble  to  mem- 
bers is  undiminished  by  the  amount  of  lederal  taxes  and  penalties. 

Of  course,  in  computing  the  tameable  net  income  of  a  nonexempt 
association  where  patronage  dividends  are  paid  only  to  members  and 
are  not  paid  to  nonmembers,  such  patronage  dividends  may  be  deducted 
only  to  the  extent  that  the  earnings  represented  by  such  dividends 
accrued  on  the  business  of  members.     (Fruit  Growers  Sui^ply  Compari,T 
V.  Commissioner  of  Internal  Revenue,  56        2d  90. )     In  the  absence 
of  convincing  evidence  to  the  contrary,  the  Bureau  of  Internal  Revenue 
proceeds  on  the  theory  that  the  business  done  with  members  and  non- 
members  is  equally  profitable.     (C.  3.  Ill,  2S7. ) 
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It  v/ill,  of  course,  be  appreciated  that  a  cooperative  associa- 
tion r.ay  "be  exempt  from  income  taxec?  one  ;^ear  and  "be  ta>raL)le  the 
next.     It  follows  then  that  the  officers  of  an  association,  if  it  is 
to  "be  eligiole  for  exemption,  nrust  l:eep  the  prerequisites  for  exemp- 
tion in  mind  so  that  the  association  will  be  organized  and  operated 
at  all  times  in  such  a  manner  as  to  meet  those  requirements. 
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